Depository institutions industry developments - 1992; Audit risk alerts by American Institute of Certified Public Accountants
University of Mississippi
eGrove
Industry Developments and Alerts American Institute of Certified Public Accountants(AICPA) Historical Collection
1992
Depository institutions industry developments -
1992; Audit risk alerts
American Institute of Certified Public Accountants
Follow this and additional works at: https://egrove.olemiss.edu/aicpa_indev
Part of the Accounting Commons, and the Taxation Commons
This Article is brought to you for free and open access by the American Institute of Certified Public Accountants (AICPA) Historical Collection at
eGrove. It has been accepted for inclusion in Industry Developments and Alerts by an authorized administrator of eGrove. For more information,
please contact egrove@olemiss.edu.
Recommended Citation
American Institute of Certified Public Accountants, "Depository institutions industry developments - 1992; Audit risk alerts" (1992).
Industry Developments and Alerts. 20.
https://egrove.olemiss.edu/aicpa_indev/20
AUDIT RISK 
ALERTS
Depository Institutions Industry Developments—1992
Update to AICPA Industry Audit GuideAudits of Banks and 
AICPA Audit and Accounting Guide
Audits of Savings Institutions
AICPA_________________
American Institute of Certified Public Accountants
NOTICE TO READERS
This audit risk alert is intended to provide auditors of financial statements of 
banks and savings institutions with an overview of recent economic, industry 
regulatory, and professional developments that may affect the audits they 
perform. This document has been prepared by the AICPA staff. It has not been 
approved, disapproved, or otherwise acted on by a senior technical committee 
of the AICPA
Gerard L Yarnall
Director, Audit and Accounting Guides
James F. Green
Technical Manager, Federal Government Division
Copyright © 1992 by
American Institute of Certified Public Accountants, Inc.
All rights reserved. Requests for permission to make copies of any part of this 
work should be mailed to Permissions Department, AICPA, Harborside 
Financial Center, 201 Plaza III, Jersey City NJ 07311.
1234567890  AAG 998765432
Table of Contents
Page
Depository Institutions Industry Developments—1992 ................ 5
Industry and Economic Developments........................................ 5
Regulatory and Legislative Developments................................... 6
Audit Issues and Developments..................................................  24
Accounting Developments........................................................... 28
Depository Institutions 
Industry Developments—1992
Industry and Economic Developments
During 1992, depository institutions fully entered an era where industry 
issues seem inseparable from responses to economic, social, and political 
events at large. Developments in both the public and private sectors were 
carried by an undercurrent of debate about the public role of federally 
insured financial institutions, contention over regulatory authority and 
philosophy and, more immediately pervasive economic, political, and 
social pressures.
Economic issues associated with a weak recovery such as the capital and 
credit crunch, unemployment and future corporate layoff plans, and the 
level of interest rates; social issues, ranging from racial and ethnic dispari­
ties in residential lending to clarification of environmental liability; and 
political fallout from both the continued drain on federal deposit insurance 
funds and an impasse over funding of the Resolution Trust Corporation 
(RTC) are typical of the events that shaped 1992—seemingly each event with 
a cause in, effect on, or other relationship to the industry
Arguably one of the major effects on the industry—a growing emphasis 
on regulatory solutions—surpassed even the major reregulation brought 
about by 1989's Financial Institutions Reform, Recovery and Enforcement 
Act (FIRREA). A new banking law spawned a rule-making process that 
will ultimately alter every major area of existing regulation of banks and 
thrifts. The Federal Deposit Insurance Corporation Improvement Act (FDI­
CIA), which provided additional capitalization to the FDIC's Bank Insur­
ance Fund (BIF), was originally perceived as a vehicle for expansion of bank 
powers. The final bill, signed into law by President Bush in December 1991, 
is void of additional bank powers, but contains such an abundance of new 
regulatory powers and requirements that at least three bills to repeal 
certain FDICIA provisions were introduced by the summer of 1992. (See 
further discussion of the hew law and related regulatory issues in the 
"Regulatory and Legislative Developments" section below.) The fluid 
nature of the current regulatory environment requires a heightened aware­
ness by financial institution management and industry practitioners.
The stagnant economy was itself the impetus for many industry devel­
opments during 1992. Although the overall economy continued its 
extended struggle to emerge from recession, the industry as a whole expe­
rienced improved profits. The Federal Reserve Board's (FRB's) successive
cuts in interest rates to stimulate economic recovery increased interest 
spreads, which created opportunities for gains on sales of securities. Inter­
est-rate cuts also drove high levels of prepayments of mortgage and other 
loans, with a corresponding inverse effect on yields on loan-servicing 
assets and mortgage-derivative securities. Performance also was damp­
ened by persistent asset quality problems, with continued weakness in real 
estate markets, particularly in the northeastern and western United States. 
Even though improved profitability led to increased equity and better 
regulatory capital ratios for many institutions, the capital and credit crunch 
continued—overall loan volumes fell during the first quarter of 1992, 
accompanied by an increase in security holdings. The fragility and incon­
sistency of the economic recovery warrants auditors' continued focus on 
credit quality of assets, including real estate and both commercial and 
consumer loans.
Competition between—and diversity among—institutions continued to 
grow during 1992. Consolidation through mergers and acquisitions, the 
differential effects of regulatory developments, intense competition from 
nontraditional enterprises, and diverse opinions on branching and other 
legislative proposals have intensified competition, not only between indi­
vidual institutions, but also between sectors within the industry
Solutions to many industry problems are likely to continue to be sup­
planted by increasingly complex regulations. Volatility in the industry 
driven by the complex regulatory environment and intense economic and 
competitive pressures, warrants increased attention by auditors, as outlined 
below, to the effect of such pressures on management and the financial 
reporting process.
Regulatory and Legislative Developments
FDIC Improvement Act of 1991
Early in 1991, the GAO warned Congress that the BIF would need more 
money as record numbers of banks continued to fail and reported that 
regulators needed timely information about the financial condition of 
banks. The GAO advocated coupling additional money for the BIF with an 
enhanced financial reporting system for federally insured depository 
institutions.
The GAO's recommendations for strengthening the regulatory environ­
ment and recapitalizing the BIF became the basis for many of the reforms 
found in the FDICIA. Although amendments that would have expanded 
bank powers (by permitting interstate activities and new products and 
services) were ultimately dropped, the reach of the final provisions, which 
emphasize least-cost resolutions and improved supervision and examina­
tions, is considerable.
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During 1992, the federal banking regulatory agencies undertook the 
massive effort necessary to develop regulations to implement the new law. 
In addition to audit and accounting provisions that directly affect CPAs, the 
law will result in changes to every major area of regulation of banks and 
thrifts.
There are various dates at which implementing regulations for each 
section must be finalized, and the extent of due process required in the 
rule-making process differs from provision to provision. Many draft regu­
lations have already been published for comment, including one that would 
implement the law's required "tripwires" to prompt corrective regulatory 
action at certain institutions based on their capital levels. A draft regulation 
implementing new reporting requirements, and other provisions of the law 
affecting CPAs, has also been published. Other proposed implementing 
regulations will be published in the Federal Register as they are developed.
Many provisions of the FDICIA are amendments or additions to the 
Federal Deposit Insurance Act (FDI Act). Major provisions affecting practi­
tioners who audit depository institution financial statements are summar­
ized below. Other provisions exist that will affect various operational or 
other aspects of depository institutions. Readers should consult the law and 
implementing regulations for a complete discussion of these and other 
requirements.
Auditing Reforms. The law adds Section 36 to the FDI Act to provide early 
identification of needed improvement in financial management at insured 
depository institutions. The Section 36 requirements will apply to fiscal 
years ending December 31, 1993, and thereafter. The provisions do not apply 
to institutions with total assets of $150 million or less as of the beginning of 
the institution's fiscal year. With the exception of a required annual finan­
cial statement audit, the provisions may be fulfilled by subsidiaries of a 
holding company based on certain asset levels and regulatory ratings as 
specified in the law and implementing regulations. The FDIC has pro­
posed that subsidiary institutions having less that $5 billion in assets, or 
assets of between $5 and $9 billion and a regulatory CAMEL rating of 1 or 2 
(or an equivalent rating under another system), may qualify for the 
holding-company exemption.
New responsibilities given managements of depository institutions 
under Section 36 include the following:
• Annual reporting. Each institution must have an annual financial state­
ment audit. The FDIC has proposed that subsidiaries of holding com­
panies may satisfy this requirement at the holding-company level if 
(1) the subsidiary's financial statements are consolidated into the hold­
ing company's financial statements, (2) the holding company state­
ments include consolidating schedules that include the balance sheet 
and statement of operations of the subsidiary and (3) an audited
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footnote reconciliation of capital presented in conformity with gener­
ally accepted accounting principles (GAAP) to capital calculated under 
regulatory accounting practices is presented for the subsidiary. Finan­
cial statements must be prepared in conformity with GAAP and any 
other disclosure requirements regulators may establish. The financial 
statements also must be accompanied by a written statement from 
management declaring its responsibility for financial statement 
preparation.
Annually management must report on its responsibility for, and 
assessment of, the effectiveness of the institution's internal control 
structure over financial reporting and the institution's compliance 
with laws and regulations designated by the federal banking regula­
tory agencies. The FDIC has proposed that management's report on 
compliance address laws and regulations concerning affiliate transac­
tions, legal lending limits, loans to insiders, dividend restrictions, and 
accuracy of Call Reports or Thrift Financial Reports.
• Communication with regulators. Management must provide federal and 
state banking regulators with a copy of any audit report, management 
letter, or other report within 15 days of receipt from the institution's 
independent accountant. The institution also must notify in writing, 
state and federal regulators of any change in auditors.
• Communication with auditors. Each institution must provide its inde­
pendent accountant with copies of the institution's most recent reports 
of condition and examination; any supervisory memorandum of 
understanding or written agreement with any federal or state regula­
tory agency; and a report of any action initiated or taken by federal or 
state banking regulators.
• Audit committees. Each institution must have an independent audit 
committee made up entirely of outside directors independent of man­
agement. Audit committees of large institutions (proposed to include 
any institution with $500 million or more in assets) are required to 
include members with relevant banking or financial expertise, must 
have access to their own outside counsel and must not include large 
customers of the institution—which the FDIC proposes to define as a 
customer having aggregate extensions of credit or deposits with the 
institution that exceed 15 percent of the institution's total risk-based 
capital or $50 million, whichever is less. This provision was supported 
by the GAO in its October 1991 report, Audit Committees: Legislation 
Needed to Strengthen Bank Oversight (GAO/AFMD-92-19).
• Quarterly reporting. Large institutions may be required to engage inde­
pendent accountants to perform agreed-on procedures relative to the 
institution's quarterly financial reports. The FDIC has not yet issued a 
proposal to implement this provision.
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Provisions affecting independent accountants under Section 36 include:
• Financial statement audits. Mandated annual financial statement audits 
must be performed in accordance with generally accepted auditing 
standards (GAAS). The independent auditor's report must express an 
opinion about whether the financial statements present fairly the insti­
tution's financial position in conformity with GAAP and comply with 
any additional disclosure requirements that regulators may establish.
• Internal control and compliance attestation. Using generally accepted 
standards for attestation engagements (GASAE), the independent 
accountant must report separately on management's assertions about 
the institution's (1) internal control structure over financial reporting 
and (2) compliance with specified laws and regulations. Although 
internal control reporting may be done at the holding company level 
for certain subsidiaries, the FDIC has proposed that agreed-on proce­
dures for compliance attestation reports must be performed at every 
subsidiary institution with $150 million or more in assets.
• Enforcement actions. On a showing of good cause, the federal banking 
agencies are authorized to remove, suspend, or bar an independent 
accountant from performing the Section 36 services. The FDIC is 
currently drafting Subpart Q of 12 CFR Part 308 to implement this 
provision.
• Other requirements. Auditors must agree to provide related workpapers, 
policies and procedures to federal and state banking regulators on 
request. Auditors also must undergo a peer or quality review follow­
ing guidelines acceptable to the FDIC and must notify regulators if 
services to the institution cease. The FDIC has proposed to require 
peer review workpapers be made available to the FDIC on request.
Office of Thrift Supervision (OTS) Bulletin PA-7a already requires 
that auditors of the financial statements of OTS-regulated institutions 
make workpapers available for review by the OTS. Annually the OTS 
makes requests to review workpapers to help in planning its examina­
tions and to determine that the engagement was performed in accor­
dance with GAAS.
Accounting Reforms. FDI Act Section 37 is added by the new law to estab­
lish accounting objectives, standards, and requirements. Among other pro­
visions, Section 37—
• Requires regulatory financial reporting to be uniform and consistent 
with GAAP, unless more stringent principles are considered necessary 
to reflect capital accurately facilitate effective supervision, or permit 
prompt corrective action.
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• Instructs the regulatory agencies to develop (before December 19, 
1992) both a method for supplemental disclosures of market values of 
assets and liabilities and regulations to ensure adequate reporting of 
off-balance-sheet transactions (including reporting of contingent 
assets and liabilities).
• Promotes uniformity of capital and accounting standards among the 
federal regulatory agencies.
Prompt Corrective Action. The new law adds Section 38 to the FDI Act, 
which, in combination with other provisions of the new law, focuses the 
regulatory enforcement mechanism on capital levels. Proposed rules to 
implement Section 38 create tripwires that are triggered by changes in an 
institution's capital level (see FDIC Financial Institution Letter (FIL) 50-92). 
Each tripwire, defined as one of five capital categories, initiates certain 
enforcement actions—both discretionary and mandatory. Possible supervisory 
actions range from restriction or prohibition of certain activities to 
required submission of a plan for restoring an undercapitalized institution 
to an acceptable capital category The final implementing regulation must 
be effective no later than December 19, 1992.
The draft regulation specifies five capital categories, which deem the 
institution to be—
• Well capitalized if its capital level significantly exceeds the required mini­
mum level (see below) for each relevant capital category.
• Adequately capitalized if its capital level meets the minimum levels.
• Undercapitalized if its capital level fails to meet the minimum levels.
• Significantly undercapitalized if its capital level is significantly below the 
minimum levels.
• Critically undercapitalized if it has a ratio of tangible equity to total 
assets, as defined, of 2 percent or less, or otherwise fails to meet the 
critical capital level, as defined.
The proposed regulation ties the five capital categories to three capital 
measures: Total risk-based, Tier 1 risk-based, and Tier 1 leverage capital. The 
proposed ratios that must be met for each category are as follows:
Total Tier 1 Tier 1
Risk-Based Risk-Based Leverage
Capital Category Ratio Ratio Ratio
Well capitalized ≥ 10% ≥ 6% ≥ 5%
Adequately capitalized ≥ 8 ≥ 4 ≥ 41
Undercapitalized < 8 < 4 < 4
Significantly undercapitalized < 6 < 3 < 3
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Critically undercapitalized institutions would include those having a 
ratio of tangible equity to total assets of 2 percent or less.
Total risk-based, Tier 1 risk-based, and Tier 1 leverage ratios are proposed 
to be defined in the same manner as under the respective agencies' existing 
capital adequacy guidelines and regulations. For savings institutions, Tier 1 
capital is comparable to core capital, as defined. The definition of tangible 
equity has been proposed as core capital plus cumulative perpetual pre­
ferred stock, net of all intangibles except limited amounts of purchased 
mortgage-servicing rights.
Section 38 permits the agencies to reclassify an institution between 
certain capital categories if the institution's activities or condition is 
deemed to be unsafe or unsound.
Among other provisions, each undercapitalized institution will be 
required to submit a capital restoration plan to its regulator. The plan must 
specify—
1. Steps the institution will take to become adequately capitalized.
2. Targeted capital levels for each year of the plan.
3. How the institution will comply with other restrictions or require­
ments put into effect.
4. The types and levels of activities in which the institution will engage.
Savings institutions that are complying with capital plans approved by 
the OTS prior to December 19, 1991, are not required to file new plans and 
are not immediately subject to certain sanctions.
As discussed in the "Audit Issues" section, noncompliance or expected 
noncompliance with regulatory capital requirements may be a condition, 
when considered with other factors, that could indicate substantial doubt 
about an entity's ability to continue as a going concern. The implementation 
of the prompt corrective action provisions, which are expected to be issued 
in final form by the end of 1992, warrants similar attention by auditors 
when considering an institution's compliance with regulatory capital 
requirements.
1 The required ratio is 3 percent for institutions having a composite 1 MACRO or 
CAMEL rating.
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Internal Control Standards. New Section 39 of the FDI Act requires the 
federal banking agencies to prescribe safety and soundness standards for 
management and operation of insured depository institutions, including 
standards for internal controls (see further discussion in the "Audit Issues" 
section). Related implementing regulations must be finalized by August 1, 
1993, and become effective no later than December 31, 1993.
Qualified-Thrift-Lender Test. To be considered a savings institution, an 
entity must hold a specific portion of its assets in eligible housing-related 
assets. On July 1, 1991, the required minimum percentage of qualified 
investments was 70 percent. Subtitle G of the FDICIA modified the quali­
fied-thrift-lender (QTL) test to require that minimum qualified thrift 
investments equal or exceed 65 percent of assets, as defined, on a monthly 
average basis in nine out of every twelve months. Subtitle G also expands 
the definition of qualified thrift investments to include stock of any Federal 
Home Loan Bank, the Federal Home Loan Mortgage Corporation, and the 
Federal National Mortgage Association. The amounts of certain assets 
includable in the numerator and deductible in the denominator of the QTL 
ratio are also modified (see Federal Register, September 2 , 1992).
Noncompliance with the QTL requirement subjects an institution to 
certain restrictions, among other regulatory actions. An institution that 
fails the OTS QTL test may also fail the separate Internal Revenue Service 
(IRS) QTL test.
Regulatory Matters
During the year, regulators attempted to balance widespread concerns 
about the extent of regulatory burdens (including their effect on the econ­
omy and availability of credit) with calls by Congress and others for tighter 
regulation of depository institutions.
In April, the Bush Administration announced initiatives to revive legis­
lative proposals (eventually dropped from the FDICIA) that would expand 
bank powers and reduce the regulatory burden on financial institutions 
through promotion of regulatory uniformity These initiatives resulted, in 
part, in additional scrutiny of examiner activities and national meetings of 
examiners to encourage their clear understanding of supervisory policies. 
As summarized below, clarification of lenders' environmental liability and 
revision of appraisal standards were announced and the Office Of the 
Comptroller of the Currency (OCC), the FDIC, the FRB, and the OTS 
(collectively the federal banking agencies) signed an agreement to foster 
uniformity in examinations, call reporting, and processing of charter and 
merger applications.
The discussion below highlights certain regulatory developments that 
transpired since issuance of the 1991 risk alerts and that are of particular
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relevance to audits of the financial statements of depository institutions. 
Other regulatory releases, covering areas such as the Home Mortgage 
Disclosure Act and the Community Reinvestment Act are not within the 
scope of this document. The highlights that follow are not intended to 
provide a comprehensive discussion of each issue and should not be substi­
tuted for a complete reading of related regulations, rulings, or other docu­
ments where appropriate (see the "Information Sources" section). For pub­
licly held institutions, SEC Financial Reporting Codification Section 502 
and Auditing Enforcement Release No. 363 address disclosure of regula­
tory issues in the "Management's Discussion and Analysis" section in 
filings with the SEC.
Credit Losses
As discussed in the "Audit Issues" section, the allowance for credit-losses 
requires critical attention in the audit of a depository institution's financial 
statements. Regulatory releases during 1992 that are specific to credit loss 
allowances include those noted below. Sections 401.09 and 501 of the SEC 
Financial Reporting Codification and SEC Auditing Enforcement Release 
No. 286 address related issues.
OCC Banking Circular 201. In March, the OCC issued a revision of its 
Banking Circular 201, Allowance for Loan and Lease Losses. The revised 
circular restates OCC policy that banks must maintain an allowance for 
loan and lease losses that is adequate to absorb all estimated inherent losses 
in the bank's loan and lease portfolio. The circular also discusses the 
responsibility of the bank's board of directors and management for (1) 
maintenance of an effective loan review system; (2) controls to identify 
monitor, and address asset quality problems; and (3) documentation of the 
bank's process for determining the level of the allowance (including analy­
sis of significant factors affecting the collectibility of the portfolio). Practi­
tioners serving national banks should be familiar with the circular.
Review and Classification of Commercial Real Estate Loans. In October 1991, 
the U.S. Department of the Treasury (Treasury) announced plans to ease 
constraints on the availability of credit and to promote economic growth. 
The Treasury reported that it had instructed examiners to assess income- 
producing property loans based on their income-producing capacity over 
time, taking into account liquidity and the cyclical nature of real estate 
markets. Examiners were also instructed to use the liquidation approach to 
valuing properties only when the property was actually to be liquidated.
On November 7, 1991, in continuation of the Treasury's initiatives, the 
federal banking agencies issued an Interagency Policy Statement on the Review 
and Classification of Commercial Real Estate Loans. Expanding on a March 1,
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1991, joint issuance, the agencies clarified regulatory policy in the areas of 
real estate loan valuation and classification, again emphasizing that it is not 
regulatory policy to value real estate loans on a liquidation basis but on the 
income-producing capacity of loan collateral over time. Other matters 
addressed include—
• General principles examiners follow in reviewing commercial real 
estate loan portfolios.
• Indicators of troubled real estate markets, projects, and related 
indebtedness.
• Factors examiners consider in their review of individual loans, includ­
ing the use of appraisals in the determination of collateral value.
• Approaches to valuing real estate, especially in troubled markets.
• Classification guidelines followed by the federal banking agencies, 
including the treatment of guarantees.
• Factors considered in the evaluation of an institution's allowance for 
loan and lease losses.
On adoption of the interagency policy the OCC rescinded Examining 
Circular 234, Review and Classification of Commercial Real Estate Loans, Bank­
ing Circular 208, and related supplements.
The AICPA Audit and Accounting Guide Guide for the Use of Real Estate 
Appraisal Information provides additional guidance to help independent 
accountants understand real estate appraisal concepts and information.
The OTS also issued proposed guidance for examiners on general valua­
tion allowances (Federal Register, September 1 , 1992) and plans to issue an 
overall proposal on valuation issues by late 1992.
Express Determination Letters. In March, the IRS issued final regulations 
on the presumption of worthlessness of depository institutions' bad debts. 
The regulations permit institutions to elect an accounting method under 
which debts are either charged off pursuant to specific instruction of the 
institution's primary regulator or classified under regulatory standards as 
conclusively presumed to have been worthless in the taxable years of the 
chargeoffs. A related Revenue Procedure (92-18) requires that the institution 
obtain from its regulator an express determination letter stating that the 
institution maintains and applies loan review and loss classification stand­
ards consistent with the agency's regulations. The federal banking regula­
tory agencies are expected to issue guidance on implementation of the 
express determination letter process in late 1992.
Regulatory Capital
Changes in regulatory capital requirements during 1992 have included new 
limitations on and revised classifications of certain capital components. As
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previously noted, the provision of the FDICIA that requires prompt correc­
tive action is one example of the strong regulatory emphasis on institutions' 
capital levels. Because of the complexity of capital regulations, their appli­
cation requires a thorough understanding of specific requirements and the 
potential impact of any instance of noncompliance—particularly when an 
institution is involved in complex transactions, investments, or parent-sub­
sidiary relationships. Highlights of major changes in capital regulations are 
presented below. Because the FDICIA requires the regulatory agencies to 
establish uniform capital requirements effective December 19, 1992, the 
summary below should be read with any subsequent final regulations— 
such as those that implement FDICIA's prompt corrective action provisions.
The OCC, the FDIC, and the FRB require institutions to maintain a 
minimum leverage-capital ratio of Tier I capital (as defined) to total average 
assets based on bank ratings under the regulatory CAMEL rating system. 
Banks with CAMEL ratings of one are required to maintain a minimum 
leverage capital ratio of 3 percent. An additional 100 to 200 basis points are 
required for institutions with CAMEL ratings other than one.
Banks also must maintain a ratio of total capital to risk-weighted assets 
of 725 percent, and a ratio of Tier I capital to risk-weighted assets of 3.625 
percent. On December 31, 1992, the risk-based capital requirements will 
increase to a minimum total ratio of 8 percent and a Tier I ratio of 4 percent.
The OTS also requires savings institutions to maintain a minimum 
core-capital ratio (as defined) of 3 percent and a tangible capital require­
ment of 1.5 percent of assets. The determination of tangible capital requires 
the immediate deduction of all unamortized goodwill. For core-capital 
calculations, unamortized supervisory goodwill arising from the pur­
chase of a troubled institution prior to April 12, 1989, is being deducted on a 
phased schedule and will be fully deducted by January 1, 1995.
(Litigation against the federal government has been pursued by numer­
ous savings institutions seeking injunctive relief from the FIRREA's phas­
ing out of supervisory goodwill. Several legislative proposals were drafted 
during 1992 that would provide other forms of relief. In July two plaintiffs 
were granted favorable summary judgments, which are now under appeal. 
The vastly different fact patterns involved in the various cases leave in 
question the outcome of the litigation and its implications for other institu­
tions with supervisory goodwill.)
For savings associations, the OTS-required minimum total risk-based 
capital ratio (that is, the total of core and supplemental capital) increases 
from 72 to 8.0 percent effective December 31, 1992. The minimum require­
ment for core capital included in total thrift risk-based capital increases to 
4.0 percent as of December 31, 1992.
The FDICIA amends Section 18 of the FDI Act to require that by June 19, 
1993, each federal banking agency revise its risk-based capital standards to
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incorporate consideration of interest rate risk, concentration of credit risk, 
risks of nontraditional activities, and risk of loss on multifamily mortgages. 
The OTS has postponed, until 1993, introduction of an interest rate risk 
component to its risk-based capital requirements.
Brokered Deposits. An FDIC final rule came into effect on June 16, 1992, that 
restricts acceptance and renewal of brokered deposits, and the interest rates 
paid on such deposits, based on an institution's level of capitalization (see 
FDIC FIL-3-92). Auditors should consider the implications of the new limits 
on the operations of affected institutions.
Intangible Assets. In January the federal banking agencies issued proposed 
rules to revise limitations on intangible assets. The revised rules would 
limit the amount of purchased mortgage-servicing rights (PMSR) and 
purchased credit-card relationships (PCCR) includable in Tier 1 capital to 
an overall aggregate limit of 50 percent of Tier 1 capital, with a further limit 
on PCCRs of 25 percent of Tier 1 capital. Core deposit intangibles and 
goodwill would continue to be totally excluded from capital, although the 
OTS has proposed the grandfathering of certain existing core deposit 
intangibles.
Deferred Tax Assets Recognized Under FASB Statement No. 109. In August, the 
Federal Financial Institutions Examination Council (FFIEC) issued a 
request for comment on alternative approaches to regulatory treatment— 
for regulatory reporting and capital adequacy purposes—of deferred tax 
assets arising under application of Financial Accounting Standards Board 
(FASB) Statement of Financial Accounting Standards No. 109, Accounting for 
Income Taxes. The new statement on income tax accounting (which was 
issued by the FASB in February to supersede Accounting Principles Board 
[APB] Opinion No. 11 and FASB Statement No. 96) provides for recognition 
of deferred tax assets. Such assets may arise from either deductible tempo­
rary differences, as defined, or carry forwards of net operating losses or tax 
credits. The Statement also requires that a valuation allowance be estab­
lished to reduce any deferred tax assets to the amount considered more 
likely than not to be realized. Among other questions about acceptability of 
deferred tax assets for regulatory purposes, the federal banking agencies 
were concerned that assets dependent on future taxable income may not be 
realized—particularly where an institution's net operating loss carry for­
ward position coincides with continuing financial difficulties.
In March, the OCC issued Banking Bulletin 92-16, notifying national 
banks that they should not adopt FASB Statement No. 109 for regulatory 
purposes until the appropriate reporting treatment is determined. 
National banks were instructed to continue following OCC policy includ­
ing Banking Circular 202, Accounting for Net Deferred Tax Charges. FDIC-
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supervised institutions were similarly instructed in FIL-26-92 to continue 
to follow the FDIC's existing supervisory policy as articulated in BL-36-85. 
The OTS issued a letter on March 26, 1992, notifying savings institutions 
that they should not adopt FASB Statement No. 109 to report net deferred 
tax assets for regulatory purposes, but could otherwise adopt the Statement 
(providing that the amount of any net deferred tax asset did not exceed any 
similar amount reported under APB Opinion No. 11 or FASB Statement 
No. 96).
Recourse. In October 1991, the FRB issued capital adequacy guidelines that 
require the entire amount of any assets transferred with recourse to be 
assigned to risk weightings at a 100 percent conversion factor (Federal Regis­
ter, October 10, 1991). The guidance clarified that FFIEC Call Report 
instructions permitting sale treatment of transfers of mortgage loan pools 
under government or government-sponsored enterprise programs were 
not intended to preclude the related credit risk from being considered in the 
assessment of capital adequacy.
State member banks were immediately required to provide capital for 
existing mortgage recourse provisions, and bank holding companies were 
permitted a phase-in period for certain transactions. Because GAAP 
requires institutions to provide for estimated losses on assets sold with 
recourse, the FRB emphasized that the recording of such loss amounts as 
liabilities or specific reserves automatically excludes the amounts from 
capital.
The guidelines also clarified that (1) FRB approval is necessary before 
any redemption of perpetual preferred stock may qualify as capital, (2) 
newly acquired supervisory goodwill cannot be included in risk-based 
capital, and (3) claims on central banks should be assigned to the same risk 
category as claims on the respective central governments.
Impermissible Subsidiaries. In July legislation was passed that postponed a 
scheduled increase in FIRREA's required capital deduction by savings 
institutions of investments in subsidiaries engaged in activities impermis­
sible for national banks. The increase in the deduction from 25 percent to 40 
percent scheduled for July 1, 1992, was postponed to November 1, 1992.
In April, the OTS issued Thrift Bulletin 38-4, which states that the OTS, 
in computing regulatory capital, will offset general valuation allowances 
against the deduction requirement applicable to investments in and loans 
to certain subsidiaries and equity investments.
Other Areas of Regulation
Deposit Insurance Premiums. The annual assessment rate for BIF and Sav­
ings Association Insurance Fund (SAIF) members during calendar year
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1992 was 23 cents per $100 of deposits. In May the FDIC proposed an 
increase in annual deposit insurance assessments for BIF and SAIF mem­
bers to an average 28 cents per every $100 of deposits, effective for the first 
semiannual period in 1993 and thereafter (see FDIC FIL-38-92). Also pro­
posed were changes to the deposit insurance premium system that would 
assess institutions at rates based on the risks they pose to the insurance 
funds. As proposed, the risk-related system would be tested beginning in 
1993, with a permanent system established in 1994. At its September 15, 1992 
meeting, the FDIC voted to revise the proposed scale to an average 25.4 
cents per $100 of deposits, effective January 1, 1993.
Appraisals. Effective March 16, 1992, the FDIC revised its appraisal rules to 
require an appraisal by a certified or licensed appraiser for real estate- 
related financial transactions (as defined) having a value of $100,000 or 
greater (see FDIC FIL-24-92). The appraisal rules exempt certain 
transactions.
Joint OTS-FDIC Examinations. On May 18, 1992, the OTS and the FDIC 
issued a memorandum to regional directors on administration of joint 
OTS-FDIC examinations. Among other matters, the memorandum states 
that differences in opinions of OTS and FDIC examiners will be resolved 
between the two regulatory agencies and that the FDIC's report of exami­
nation will be for the FDIC's internal purposes only
The memorandum also states that valuation techniques in the review 
and classification of real estate assets and loans are to be made consistent 
with practices of the OCC and the FRB; however, this change will not go 
into effect until the OTS has assessed the impact of such a change on the 
thrift industry
Examination Appeals Process. The OCC issued Banking Circular 257, 
Examination Review Process, in February. The circular outlines how reviews 
of examination decisions may be requested through the appropriate dis­
trict examination hierarchy or directly from the Office of the Chief National 
Bank Examiner. Although the issuance formalizes direct requests to the 
OCC in Washington, consultation with the examiner-in-charge is still 
required.
In FIL-11-92, the FDIC revised its procedures for review of supervisory 
decisions to permit, in certain cases, a supplementary review by the Direc­
tor of the Division of Supervision. The OTS issued similar guidance in an 
April 6, 1992, letter to thrift chief executive officers.
Loans to Insiders. In June, the FRB issued its final rule dealing with 
changes to Regulation O (Federal Register, May 28, 1992). Among other 
changes, the revised regulation—
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• Requires that loans to insiders be made with credit underwriting 
standards no less stringent than standards for other loans.
• Creates a new aggregate limit on extensions of credit to all insiders as a 
class.
• Applies the per-person lending limit to a bank's executive officers, 
directors, principal shareholders, and their related interests.
• Prohibits insiders from knowingly receiving an unauthorized exten­
sion of credit.
In May the FDIC issued FIL-32-92, notifying state nonmember banks of 
new limits on loans to executive officers. The new rules, which became 
effective May 28, 1992, apply Regulation O limits to executives of FDIC- 
supervised banks.
Securities Activities. The FFIEC issued a final statement of policy on secu­
rities activities in February (Federal Register, February 3 , 1992). The policy 
which was put in effect by the federal banking agencies as of February 10,
1992, addresses selection of securities dealers, policies and strategies for 
securities portfolios, unsuitable investment practices, and mortgage 
derivatives.
The policy emphasizes that securities should be reported in conformity 
with GAAP consistent with the institution's intent (that is, trading securi­
ties at market value and securities held for sale at the lower of cost or market 
value). Differences between the institution's interpretation of GAAP and 
that of the institution's primary federal regulator will be resolved for 
supervisory reporting purposes in favor of the regulator's interpretation. 
The policy was adopted by the OCC through revision of Banking Circular 
228, by the FDIC in FIL-7-92, and by the OTS in Thrift Bulletin 52.
The policy states that securities may be reported at their amortized cost 
only if the institution has the intent and ability to hold the assets for 
long-term investment purposes and identifies factors for evaluating intent. 
The policy also states that infrequent investment portfolio restructuring 
activities that are carried out in conjunction with a prudent overall business 
plan and that do not result in a pattern of gains being realized and losses 
being deferred will generally be viewed as an acceptable investment prac­
tice. High-risk securities, as defined, are prohibited from being recorded as 
investments under the presumption that they must be actively managed.
The staff of the Securities and Exchange Commission (SEC) has recently 
emphasized that management's intent to hold securities must be clear for 
amortized cost reporting. The staff has further stated that intent to invest in 
securities to manage liquidity interest rate, prepayment, or other such risks 
is inconsistent with an intent to hold. During the year, the SEC required 
banks and thrifts to reclassify certain securities from an investment to a 
held-for-sale category—that is, from amortized cost to the lower of cost or
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market value. Several large institutions voluntarily revised their method of 
accounting for part or all of their securities to the lower of cost or market. 
The FASB proposed statement on accounting for marketable securities 
described in the "Accounting Developments" section addresses these 
issues.
SEC Staff Accounting Bulletin (SAB) 59 provides guidance for determin­
ing whether a charge to income is necessary for investments in marketable 
securities that have declined in value below cost. During 1992, the SEC staff 
emphasized that "other than temporary" does not mean "permanent," that 
management must consider all available evidence relating to the realizable 
value of equity and debt securities, and that there may be factors specific to 
a security that indicate that a decline is other than temporary SAB 59 and 
related enforcement releases (Nos. 309,316, and 416) indicate the SEC staff's 
position that the extent of the market decline from cost and the length of 
time the decline persisted are significant factors that may indicate a 
required writedown in the carrying value of a security Objective, contem­
poraneous evidence, such as the financial performance and near-term 
prospects of the issuer and any recoveries subsequent to the balance-sheet 
date were also identified as factors that would be useful in determining 
whether a decline is other than temporary.
Valuation of Servicing Assets. Normal servicing fee, discount, and prepay­
ment rate assumptions for the evaluation of excess servicing fee receivables 
have been a subject of discussion by OTS regional offices. At least one 
regional office has suggested specific guidelines for the acceptability of rate 
assumptions. That region has also emphasized that institutions should 
carefully document historical prepayment experience for their servicing 
portfolios, including categorizing actual prepayment activity according to 
pool seasoning, collateral type, and interest rate type.
In September, the OTS requested comments on proposed guidance for 
valuation of servicing rights (Federal Register, September 17, 1992).
Securities Exchange Act Disclosure Rules. In April, the OCC proposed revis­
ing its regulations to incorporate SEC regulations related to the Securities 
and Exchange Act of 1934 by reference, rather than continuing to maintain 
its own regulations as authorized under Section 12(i) of the act (Federal 
Register, April 9, 1992). Among other results, the change would require 
registered national banks to have an annual independent financial state­
ment audit and to adopt disclosures prescribed by Securities Exchange Act 
Industry Guide 3 (including SEC criteria for disclosures of loans and 
extensions of credit to insiders).
Highly Leveraged Transactions (HLTs). In February the OCC, the FDIC, and 
the FRB issued a joint statement of their intent to phase out the definition of
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HLTs and discontinue related reporting requirements (Federal Register, Feb­
ruary 11, 1992). The agencies emphasized that they would continue a thor­
ough review of HLTs during examinations, including review of the 
borrower's financial condition, income, and cash flow; the value of any 
collateral or guarantees; the quality and continuity of the borrower's man­
agement; and the borrower's ability to service its debt obligations. The SEC 
staff has indicated that it will continue to review the adequacy of related 
disclosures in the management's discussion and analysis section in filings 
with the SEC.
Thrift Administration Review Program. On February 3, 1992, the OTS wrote 
to the chief executive officers of regulated savings institutions with infor­
mation on the status of its Thrift Administration Review Program (TARP). 
The TARP was introduced in 1991 to encourage good recordkeeping and 
internal controls at savings institutions, improve examination effectiveness, 
and reduce thrift resolution costs. During 1992, the OTS cataloged internal 
control and other attributes that it found at healthy institutions for possible 
auditor reporting. Plans for such reports were subsequently dropped, 
although the attributes may be incorporated in the future as a reference for 
certain reports prepared by management, perhaps in conjunction with 
FDICIA reporting requirements.
Coordination With Regulatory Examiners. On July 23, 1992, the federal bank­
ing agencies issued an Interagency Policy Statement on Coordination and Com­
munication Between External Auditors and Examiners (see FDIC FIL-57-92). 
The statement addresses information that should be provided by institu­
tions to auditors of their financial statements (including requirements 
established by the FDICIA, as discussed above). The statement also pro­
vides guidance for participation by external auditors at meetings between 
an institution's management and examiners.
The statement encourages institutions to advise their external auditors 
promptly of the dates and scope of supervisory examinations to facilitate 
the auditor's planning and scheduling of work. The policy statement also 
encourages institutions to provide their external auditors with a report of 
any actions initiated or undertaken by a federal banking agency since the 
beginning of the period covered by the audit, or of any similar action taken 
by an appropriate state bank supervisor. Auditors are encouraged to attend 
examination exit conferences upon completion of field work or other meet­
ings between supervisory examiners and an institution's management or 
board of directors at which examination findings are discussed that are 
relevant to the scope of the audit. In addition, the auditor may request a 
meeting with any or all of the appropriate federal bank and thrift regula­
tory agencies involved in the supervision of the institution or its holding 
company during or after completion of examinations to inquire about 
supervisory matters relevant to the institution being audited.
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The OTS issued related guidance in a September 11, 1992, letter to thrift 
chief executive officers.
Related guidance for auditors is provided in AICPA Statement of Position 
(SOP) 90-5, Inquiries of Representatives of Financial Institution Regulatory 
Agencies, and the AICPA Audit and Accounting Guide Audits of Savings 
Institutions.
Environmental Liability. The OCC issued Banking Bulletin 92-38 in July 
regarding lender liability under the Comprehensive Environmental 
Response, Compensation, and Liability Act (CERCLA). The law exempts 
from liability those persons who hold indicia of ownership in a facility 
primarily to protect their security interest; however, the exemption does 
not apply if such a person participates in the management of the facility 
The key terms defining what actions constitute management of a facility 
are set forth in a final rule regarding lender liability issued by the U.S. 
Environmental Protection Agency on April 29, 1992. The OCC states in the 
bulletin that the final rule does not address banks acting in a fiduciary 
capacity and suggests that such banks continue to assure themselves that 
they are properly addressing potential CERCLA liability In the bulletin, the 
OCC suggests that national banks can protect themselves by not participat­
ing in the management of properties in which they have a security interest.
OTS Accounting and Reporting Requirements. In September, the OTS issued 
a final rule amending OTS accounting and reporting requirements to make 
them uniform with those of the other federal banking agencies, as required 
by the FIRREA (Federal Register, September 2 , 1992).
GAO Reports
Loan Accounting Standards. In June, the GAO issued a report, Depository 
Institutions: Flexible Accounting Rules Lead to Inflated Financial Reports 
(GAO/AFMD-92-52), that highlights the GAO's disagreement with the tim­
ing and nature of the FASB's loan impairment project. The report is also 
critical of regulatory agency efforts to revise accounting principles relative 
to loan losses, specifically the November 1991 Interagency Policy Statement on 
the Review and Classification of Commercial Real Estate Loans. The GAO 
believes that, “absent corrective action by the FASB and the regulatory 
agencies, Congress should consider holding hearings on the underlying 
issues and possibly legislating regulatory accounting principles (RAP) for 
loan impairment that are more stringent than GAAP
The report essentially reasserts recommendations made in the GAO's 
April 1991 report, Failed Banks: Accounting and Auditing Reforms Urgently 
Needed (GAQ/AFMD-91-43), that GAAP be changed to (1) lower the thresh­
old for recognition of loan losses and (2) require loan loss reserves to reflect
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the fair value of impaired loans and collateral based on known market 
conditions. A third recommendation addressed recommended changes in 
accounting and auditing standards for related party transactions. The 
report contained a suggestion, repeated in the June 1992 report, that the 
regulatory agencies establish RAP to address the underlying issues if the 
private sector did not respond on a timely basis.
Market Value Accounting. The GAO's December 1991 report, Market Value 
Accounting—Debt Investment Securities Held by Banks (GAO/AFMD-92-10), 
summarizes its estimate of the effect market value accounting could have 
on bank financial statements. The GAO's analysis of the effect of changes in 
interest rates on debt investment securities held by banks led to a hypothe­
sis that a 1 percent increase in prevailing interest rates would decrease the 
value of U. S. banks' securities portfolios by 3 percent. The analysis did not 
consider the effect of interest rate or other risk management strategies. A 
January report, Market Value Accounting—Responses to FASB Exposure Draft 
(GAO/AFMD-92-23), summarized the GAO's comments on the exposure 
draft of FASB Statement No. 107 Disclosures about Fair Value of Financial 
Instruments.
Information Sources
Regulations of the OCC, the FDIC, the FRB, and the OTS are codified in 
Section 12 of the Code of Federal Regulations.
OCC supervisory policies and guidance are issued as Advisory Letters, 
Banking and Examining Bulletins and Circulars, Memoranda, News 
Releases, updates to the OCC Policies and Procedures Manual, and other 
issuances. For information on ordering copies of OCC issuances, call OCC 
Publications Control at (202) 874-4884.
FDIC policy is communicated in Financial Institution Letters, News 
Releases, Memoranda, and in instructions for FFIEC Consolidated Reports 
of Condition and Income (Call Reports). For information about ordering 
these issuances, call FDIC Corporate Communications at (202) 898-6996.
Information about FRB publications is available through FRB Publica­
tions Services at (202) 452-3245.
OTS supervisory policies and guidance are issued in the form of Thrift 
Bulletins, Regulatory Bulletins, Transmittals, and in guidance provided to 
examiners through a multivolume set of agency handbooks. For informa­
tion on ordering OTS publications, call the OTS Controller's Division at
(202) 906-6427
Copies of the FDIC Improvement Act (stock number 869-015-00242-6) 
are available from the Government Printing Office; call (202) 783-3238, or 
send an order via fax to (202) 512-2250 (VISA or MasterCard charges only; 
include expiration date). The price is $4.50.
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Copies of GAO reports may be ordered by calling (202) 275-6241 or by 
writing to U.S. General Accounting Office, P.O. Box 6015, Gaithersburg, MD 
20877 The first copy of each report is free; additional copies are $2 each. 
When applicable, orders must be accompanied by a check or money order 
payable to the Superintendent of Documents.
Audit Issues and Developments
Audit Issues
Noncompliance With Regulatory Requirements. Events of noncompliance 
with regulatory requirements, such as failure to meet minimum capital 
requirements or participation in impermissible activities or investments, 
expose depository institutions to regulatory action. Events of noncom­
pliance may be brought to the auditor's attention during the application of 
normal auditing procedures, during the review of regulatory examination 
reports, or as a result of actions required by regulators.
AICPA Statement on Auditing Standards (SAS) No. 59, The Auditor's 
Consideration of an Entity's Ability to Continue as a Going Concern, states that 
"the auditor has a responsibility to evaluate whether there is substantial 
doubt about the entity's ability to continue as a going concern for a reason­
able period of time, not to exceed one year beyond the date of the financial 
statements being audited." Noncompliance or expected noncompliance 
with regulatory capital requirements is a condition, when considered with 
other factors, that could indicate substantial doubt about the entity's ability 
to continue as a going concern for a reasonable period of time. Other factors 
that should be evaluated are identified in SAS No. 59.
Other factors that similarly may affect the evaluation of an entity's ability 
to remain a going concern include its exposure to interest rate, liquidity 
prepayment, and other risks. For example, institutions with extensive fixed- 
rate assets are exposed to higher levels of interest rate risk, including 
increased potential for prepayments or other payoffs in the current falling- 
rate environment. Similarly institutions with large volumes of money mar­
ket or other short-term deposit liabilities are subject to greater liquidity risk 
because those liabilities must be refunded.
High-Risk Investments. During the recent recessionary period, some 
depository institutions have revised their investment strategies in an 
attempt to earn higher yields. Generally the changes involve the purchases 
of more complex financial instruments. Auditors should be familiar with 
rules and regulations related to investments, some of which are discussed 
further in the "Regulatory Developments" section. Certain of those rules 
and regulations may affect the classification and valuation of institutions' 
investments.
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Auditors should also be aware of the various risks involved with the 
purchase of complex securities and should—
1. Assess management's expertise in monitoring, evaluating, and 
accounting for the securities.
2. Ensure that the institution has set appropriate policies and proce­
dures for investment in high-risk securities and that there is adequate 
oversight by the board of directors.
3. Involve specialists, when necessary in valuing and auditing these 
investments.
Related Party Transactions. Certain related party transactions are currently 
receiving a great deal of public and regulatory scrutiny These transactions 
include—
• Loans to institutions' officers and directors or their affiliates.
• Fees or commissions paid to officers and directors or their affiliates.
• Other arrangements, including purchased goods or services from and 
contracts with officers and directors or their affiliates.
SAS No. 45, Omnibus Statement on Auditing Standards (AICPA, Professional 
Standards, vol. 1, AU sec. 334), provides guidance on procedures that should 
be considered by auditors in order to identify related party relationships 
and transactions and to satisfy themselves concerning the accounting for 
and disclosure of transactions with related parties.
Asset Quality Issues. Credit quality and other asset quality issues asso­
ciated with commercial and consumer loans, investments, real estate port­
folios, troubled debt restructurings, foreclosures and in-substance foreclo­
sures, off-balance-sheet financial instruments, and other assets require 
critical attention in audits of the financial statements of depository institu­
tions. The subjectivity of determining loan loss allowances, combined with 
sluggish economic performance and increased regulatory scrutiny rein­
forces the need for careful planning and execution of audit procedures in 
this area. General valuation allowances required of savings institutions are 
particularly subjective and are scrutinized carefully by examiners. Audi­
tors should carefully evaluate whether management has considered all 
factors relevant to the collectibility of the loan portfolio in determining the 
amount of the allowance for loan losses.
Failure of an institution to adequately document its criteria and methods 
for determining loan loss allowances generally increases the extent of 
judgment that must be applied by both regulatory examiners and indepen­
dent auditors in evaluating the adequacy of management's allowances, as 
well as the likelihood that differences will result. The guidance in SAS No. 
57, Auditing Accounting Estimates, should be followed in auditing loan loss
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allowances. Another source of information on auditing loan loss allow­
ances is provided by the AICPA Auditing Procedure Study Auditing the 
Allowance for Credit Losses of Banks. The AICPA Audit and Accounting Guide 
Guide for the Use of Real Estate Appraisal Information provides guidance to 
help auditors understand real estate appraisal concepts and information.
Fair Value Disclosures. Disclosures required under FASB Statement No. 107, 
Disclosures about Fair Value of Financial Instruments (see "Accounting Devel­
opments" section on page 28), will require many management estimates. 
Because no valuation methodology or format is specified for the variety of 
existing financial instruments that are likely to be encountered at deposi­
tory institutions, the determination and presentation of disclosure 
amounts may be particularly subjective, especially for those instruments 
that are infrequently traded. For example, when market quotations do not 
exist for a particular instrument, the fair value might be estimated on the 
basis of appraisals, discounting of expected cash flows, or other methodol­
ogies that include the use of subjectively determined assumptions. Audi­
tors should follow the guidance in SAS No. 57 when auditing these 
estimates.
Other Valuation Issues. As with credit risk, other valuation issues involve 
many subjective assumptions. For example, the expected effects of prepay­
ments on loans in portfolios or the types of income and expense items 
included in valuations of loan servicing assets have a significant impact on 
the recorded values of those assets. Further, falling interest rates have 
created an environment in which transactions involving gains-trading of 
securities, refinancing of loans, restructuring of nonperforming assets, 
origination of loans to facilitate the sale of real estate owned, and other asset 
dispositions all require specific attention. Such transactions require an 
understanding of the specific situations so that auditors may carefully 
assess and control audit risk.
Assistance Agreements. Increasing numbers of agreements previously 
negotiated between the Federal Savings and Loan Insurance Corporation 
(FSLIC) and acquirers of troubled institutions are being renegotiated or 
terminated. Yield maintenance and other provisions incorporated in such 
transactions raise various accounting issues that require additional scru­
tiny by the institution's management and auditors.
The OTS issued initial guidance on early terminations in a May 7, 1992, 
letter to OTS regional directors.
In April, the IRS issued proposed regulations implementing the 
FIRREAs changes in the taxation of certain federally assisted transactions, 
including repeal of the exclusion of assistance payments from taxable 
income for federal tax purposes. (Federal Register, April 23, 1992.)
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Audit Developments
The Confirmation Process. Confirmation of balances is generally an impor­
tant procedure in auditing the financial statements of depository institu­
tions. In November 1991, the AICPA's Auditing Standards Board (ASB) 
issued SAS No. 67, The Confirmation Process, which provides guidance on the 
confirmation process in audits performed in accordance with GAAS. It 
defines the confirmation process, discusses the relationship of confirma­
tion procedures to the auditor's assessment of audit risk, describes certain 
factors that affect the reliability of confirmations, and provides guidance on 
performing alternative procedures when responses are not received and on 
evaluating results of confirmation procedures. SAS No. 67 specifically 
addresses the confirmation of accounts receivable, including loans and 
explicitly prohibits the use of negative confirmation requests when control 
risk is assessed at the maximum level. This SAS is especially relevant to 
audits of depository institutions for confirmation procedures performed 
on cash, investments, loans, and deposit account balances. SAS No. 67 is 
effective for audits of fiscal periods ending after June 15, 1992. Audit Risk 
Alert—1992 includes further discussion of SAS No. 67
Service Auditor Reports. In April 1992, the ASB issued SAS No. 70, Reports 
on the Processing of Transactions by Service Organizations, which provides 
guidance on the factors auditors should consider when auditing the finan­
cial statements of an entity that uses a service organization to process 
certain transactions. SAS No. 70 also provides guidance for independent 
auditors who issue reports on the processing of transactions by a service 
organization for use by other auditors.
Because using service organizations affects both the auditor's under­
standing of the internal control structure and assessment of control risk, the 
guidance in this SAS should be considered by auditors of depository insti­
tutions that use service bureaus for processing significant information (for 
example, general ledger and trial balances, loan, deposit or credit card 
transactions, or investment information), or that issue reports on the pro­
cessing of transactions for use by other auditors. Audit Risk Alert—1992 
includes further discussion of the provisions of SAS No. 70.
COSO Report on Internal Control. In September 1992, the Committee of 
Sponsoring Organizations (COSO) of the Treadway Commission issued its 
report Internal Control—Integrated Framework. The report defines internal 
control and its elements, provides tools for assessing internal controls, and 
addresses management reporting on internal controls over financial 
reporting. The report has special significance for depository institutions 
given the expanded management and auditor reporting required by the 
FDICIA and its implementing regulations.
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The full report consists of four volumes: "Executive Summary" provides 
a high4evel overview; "Framework" defines internal control and describes 
its various components; "Reporting to External Parties" provides guidance 
to entities that report publicly on internal control over preparation of their 
published financial statements; and "Evaluation Tools" provides material to 
help in evaluating an internal control system.
The four-volume set (No. 990002CL) costs $50; the "Executive Sum­
mary" (No. 990001CL) is available individually for $3. Prices do not include 
shipping and handling. To obtain either item, contact the AICPA Order 
Department (see order information on page 32).
Attestation Standards. The Auditing Standards Board has exposed for 
comment a proposed Statement on Standards for Attestation Engagements 
(SSAE), Reporting on an Entity's Internal Control Structure Over Financial 
Reporting. This statement, which would supersede SAS No. 30, Reporting on 
Internal Accounting Control, addresses engagements in which a CIA exam­
ines and reports on management's written assertion about the effectiveness 
of an entity's internal control structure for financial reporting. A final 
statement is expected to be issued in the first quarter of 1993.
An SSAE dealing with reports on an entity's compliance with specified 
laws and regulations will be exposed early in 1993. As provided under the 
FDICIA, these statements will be the basis for CIA reporting on manage­
ment's assertions about compliance with safety and soundness laws and 
regulations.
Accounting Developments
FASB Financial Instruments Project
The FASB's current agenda includes a project on financial instruments 
that encompasses three primary segments: disclosures, distinction 
between liabilities and equity and recognition and measurement. In addi­
tion to these three primary segments, the FASB is addressing several 
narrower issues within the overall scope of the project. Some of the current 
developments of the project are described in the following sections.
Fair Value Disclosures. In December 1991, the FASB issued FASB Statement 
No. 107, Disclosures about Fair Value of Financial Instruments. The Statement 
requires disclosure of the fair value of financial instruments, both assets 
and liabilities recognized and not recognized in the statement of financial 
position, for which it is practicable to estimate fair value. If estimating fair 
value is not practicable, the Statement requires disclosure of descriptive 
information pertinent to estimating the value of a financial instrument. 
Certain financial instruments (for example, lease contracts, deferred-com­
pensation arrangements, and insurance contracts) are excluded from the
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scope of the Statement. FASB Statement No. 107 is effective for financial 
statements issued for fiscal years ending after December 15, 1992, except for 
entities with less than $150 million in total assets in the current statement of 
financial position. For those entities, the effective date is for fiscal years 
ending after December 15, 1995. Audit Risk Alert—1992 includes further 
discussion of the provisions of FASB Statement No. 107 and its audit 
implications.
Right of Offset In March 1992, the FASB issued Interpretation No. 39, 
Offsetting of Amounts Related to Certain Contracts. The interpretation defines 
right of setoff, as used in Accounting Principles Board Opinion No. 10 and 
FASB Statement No. 105, and specifies what conditions must be met to have 
that right. It also addresses the applicability of the general offsetting princi­
ple to forward, interest-rate swap, currency swap, option, and other condi­
tional or exchange contracts and clarifies the circumstances in which it is 
appropriate to offset amounts recognized for those contracts in the state­
ment of financial position. In addition, it permits offsetting of fair value 
amounts recognized for multiple-forward, swap, option, and other condi­
tioned or exchange contracts executed with the same counterparty under a 
master netting arrangement. The interpretation is effective for financial 
statements issued for periods beginning after December 15, 1993.
Marketable Securities. In September 1992, the FASB issued an exposure 
draft of a proposed Statement, Accounting for Certain Investments in Debt and 
Equity Securities. The proposed Statement would require a positive intent 
and ability to hold debt securities to maturity as a precondition for report­
ing those securities at amortized cost. Securities not meeting the condition 
would be considered either available for sale or trading, as defined, and 
reported at fair value. Unrealized gains and losses related to securities 
available for sale would be reported as a separate component of sharehold­
ers' equity; those related to securities held for trading would be included in 
earnings.
The proposed Statement would supersede FASB Statement No. 12, 
Accounting for Certain Marketable Securities, and related Interpretations and 
amend FASB Statement No. 65, Accounting for Certain Mortgage Banking 
Activities, to eliminate mortgage-backed securities from that Statement's 
scope. The proposed Statement would be effective for fiscal years begin­
ning after December 15, 1993.
Impairment of a Loan. In June 1992, the FASB issued an exposure draft of a 
proposed Statement, Accounting by Creditors for Impairment of a Loan. The 
proposed Statement would be applicable to all creditors and to all loans that 
are individually and specifically evaluated for impairment, uncollatera­
lized as well as collateralized, except those loans that are accounted for at
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fair value or at the lower of cost or fair value. It would require that impaired 
loans be measured at the present value of expected future cash flows by 
discounting those cash flows at the loan's effective interest rate.
The proposed Statement would amend FASB Statement No. 5, Accounting 
for Contingencies, to clarify that a creditor should evaluate the collectibility 
of both contractual interest and contractual principal of a receivable when 
assessing the need for a loss accrual. The proposed Statement also would 
amend FASB Statement No. 15, Accounting by Debtors and Creditors for Trou­
bled Debt Restructurings, to require a creditor to account for a troubled debt 
restructuring involving a modification of terms at fair value as of the date of 
the restructuring.
The provisions of the proposed Statement would apply to financial 
statements issued for fiscal years beginning after December 15, 1993.
Consensus Decisions of the FASB's Emerging Issues Task Force (EITF)
The EITF frequently discusses accounting issues involving financial 
instruments, real estate, or transactions of similar importance to depository 
institutions.
In Issue No. 92-5, Amortization Period for Net Deferred Credit Card Origina­
tion Costs, the EITF discussed the amortization period for net credit card 
origination costs deferred as direct loan origination costs under FASB 
Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated with 
Originating or Acquiring Loans and Initial Direct Costs of Leases. Specifically the 
EITF considered whether such costs should be amortized over the period 
the cardholder is entitled to use the card (the privilege period), the privilege 
period plus the period the cardholder is entitled to repay any outstanding 
balance on nonrenewal or cancellation of the card (the repayment period), 
or the period the cardholder is expected to be entitled to use the card, 
including anticipated renewal periods (the cardholder-relationship period). 
Further discussion of the issue is expected at future EITF meetings. In July 
the EITF recommended that the FASB initiate a full-scope project on credit 
card accounting issues.
In Issue No. 92-10, Table Funding Arrangements, the EITF is considering 
whether an institution's cost of acquiring a loan through a table funding 
arrangement should be characterized as a commission on an originated 
loan or as the cost of acquiring the loan servicing right and a purchase of a 
loan. In a table funding arrangement, an institution provides the original 
funding for a mortgage loan when the loan originator and the mortgagor 
close the loan. Immediately after closing, the institution acquires the loan 
and related servicing right from the originator.
In Issue No. 92-2, Measuring Loss Accruals by Transferors for Transfers of 
Receivables with Recourse, the EITF reached a consensus that obligations 
recorded by a transferor under the recourse provisions relating to the
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transfer of a receivable should include all probable credit losses over the life 
of the receivable transferred and not only those measured and recognized 
under FASB Statement No. 5, Accounting for Contingencies. The EITF also 
reached a consensus that recognition of recourse obligations on a present 
value basis is acceptable if the timing of the estimated cash flows can be 
reasonably estimated. The consensus also addresses acceptable rates and 
other conditions that apply when such obligations are discounted.
In Issue No. 91-4, Hedging Foreign Currency Risks with Complex Options and 
Similar Transactions, the EITF discussed whether accounting for complex 
options and similar instruments should be guided by FASB Statement No. 
52, EITF Issue No. 90-17, or some other approach. At its November 21, 1991, 
meeting, the EITF reached a consensus requiring certain footnote disclo­
sures about the method of accounting for, the nature of, the hedging period 
for, and the amount of gains and losses on complex options and similar 
transactions. At the EITF's March 1992 meeting, the SEC observer stated 
that the SEC staff will object to deferral of realized or unrealized gains or 
losses contemplated within the scope of Issue No. 91-4 for hedges of antici­
pated, but not firmly committed, foreign-currency transactions. The FASB's 
current project on hedge accounting will likely address the issues raised 
and no further EITF discussion is planned.
Accounting Standards Executive Committee (AcSEC) Activities
Accounting for Foreclosed Assets. SOP 92-3, Accounting for Foreclosed Assets, 
was issued in April 1992 and applies to foreclosed assets in annual finan­
cial statements for periods ending on or after December 15, 1992. SOP 92-3 
sets forth a rebuttable presumption that foreclosed assets are held for sale 
and requires them to be classified in the statement of financial position as 
assets held for sale and reported at the lower of (a) fair value minus 
estimated costs to sell or (b) cost. On initial adoption, the carrying amount 
of existing foreclosed assets held for sale should be adjusted to the lower of 
(a) fair value minus estimated costs to sell or (b) cost as of the date of 
adoption.
Assets in this classification should not be aggregated for the purpose of 
determining any necessary adjustment. In addition, senior debt associated 
with the acquired assets should be recorded as a liability as opposed to a 
reduction of the carrying amount of the assets. Foreclosed assets held for 
the production of income should be treated the same way they would be 
had the assets been acquired in a manner other than through foreclosure.
Institutions for which adoption of this SOP will result in a change in 
accounting principle should disclose the nature of the change, and should 
include any adjustments in income from continuing operations in the 
period in which the change is made. SOP 92-3 is especially relevant to 
institutions involved in real estate lending in areas that have been particu­
larly hard-hit by the recession.
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SOP 92-3 contains no guidance on the accounting treatment of results of 
operations related to foreclosed assets and in-substance foreclosed assets, 
or on how the cost of the assets is affected, if at all, during the holding 
period. The AICPA expects to issue an exposure draft of an SOP, Accounting 
for Results of Operations of Foreclosed Assets Held for Sale during the fourth 
quarter of 1992. The proposed SOP would require that, after foreclosure, the 
net of revenues and expenses (recorded on the accrual basis) related to 
operating or holding the property be credited or charged to income as a 
gain or loss on holding the asset. Further, the proposed SOP would require 
that depreciation expense be recognized on depreciable foreclosed assets 
held for sale that are being operated beginning one year after acquisition.
In-Substance Foreclosures. In June 1992, AcSEC issued Practice Bulletin 10, 
Amendment to Practice Bulletin 7, “Criteria for Determining Whether Collateral 
for a Loan has Been In-Substance Foreclosed." The Bulletin deletes paragraph 12 
of Practice Bulletin 7 in order to eliminate unintended differences in the 
interpretation of the criteria set forth in Practice Bulletin 7 and those in the 
SEC'S Financial Reporting Release No. 28, Accounting for Loan Losses by 
Registrants Engaged in Lending Activities, for determining when an in-sub­
stance foreclosure has occurred.
ADC Arrangements. An AcSEC task force is developing a proposed SOP 
that will address accounting for acquisition, development, and construction 
(ADC) arrangements, including how lenders should report proportionate 
shares of income or loss on ADC projects, whether depreciation should be 
considered in determining income or loss, reporting of interest receipts, and 
the treatment of unrealized depreciation of the property. An exposure draft 
is expected to be issued in 1993.
*  *  *  *
This Audit Risk Alert supersedes Banking Industry Developments—1991 and 
Savings Institutions Industry Developments—1991.
* * * *
Auditors should also be aware of the economic, regulatory and profes­
sional developments that may affect the audits they perform, as described 
in Audit Risk Alert—1992, which was printed in the November 1992 issue of 
the CPA Letter.
Copies of AICPA publications may be obtained by calling the AICPA 
Order Department at (800) 862-4272 Copies of FASB publications may be 
obtained directly from the FASB by calling the FASB Order Department at
(203) 847-0700, ext. 10.
022113
